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Treatment of Appreciation
By George E. Bennett
Part I
THE APPROACH

Theory versus practice. The word “theory,” defined to be an
organic development of the relations between the parts of any
systematic whole, reflects an idea of seeing things from a de
tached point of view—a viewpoint which pushes the small things
into the background and brings forward the general structure or
framework. Thus, in taking a high ride in an airplane, the minute
things of a city are eliminated from view and are replaced by the
general plan or topographical design of the terrain over which
passage is made. Similarly, in regions of knowledge, as one
soars toward a comprehensive viewpoint of a particular field of
work, outstanding small matters of import are minimized in favor
of laws and doctrines of fundamental ground work. The frame
work stands out in relief whereas details shrink to a size com
mensurate with their relative importance.
Sound practice is dependent upon sound theory. Yet, since
theory is first based upon experience, it is reasonable to assume
that no idea should be acceptable as a theory—at least in so far
as accounting is concerned—unless it can be utilized to advantage
in practice. Thus, the ideas advanced in this paper are grooved
to experience and practice: they are not propounded for the sake
of just “being different”—a habit which of late is apparently
spreading among writers on accounting matters as rapidly as the
proverbial seven-year itch.
Soundness of appreciation in accounting. There does not seem
to be much of an argument, practically speaking, against the
soundness of recognizing legitimate appreciation of properties
in a balance-sheet prepared by a professional accountant and
properly certified. The problem to be solved is, how may this
recognition be effected safely?
Stockholders are entitled to information about appreciation.
Recognition of appreciation may add but little to the financial
strength and earnings of a business enterprise, yet historical
and sentimental measures of value alone are not what makes a
seasoned investor buy, or makes him keep certain securities in
his vault at the bank after he has bought them.
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If a balance-sheet is truly a statement of condition as of a
specific date, and is certified as such, it seems reasonable to
assume that this should refer to the whole truth rather than
perhaps, as seems usual, to only a half truth. It is believed that
an accountant should be censured as severely—even legally
punished—for being found guilty of over-conservatism as for
being found guilty of over-optimism or carelessness.
Multiple balance-sheets. Some writers, like Professor Krebs of
Washington University, have suggested that one balance-sheet
of a concern at a particular date is entirely unsatisfactory, and
maintain that this should be replaced by two, three and even
four such statements—each to meet a specific purpose. Theo
retically, but without regard to practice, this is a “beautiful
possibility.” But when one views such a suggestion from the
angle of practice, it is unsafe:
“ . . . I can see no practicable or safe way of certifying for publication
purposes more than one balance-sheet of the same concern at the same
date.” (Montgomery, R. H., Accountants' Limitations. The Journal
of Accountancy, Vol. XLIV, No. 4, October, 1927, page 254.)

All-purpose balance-sheet. Having eliminated multiple balancesheets from consideration, there is nothing left to do but to fall
back upon the single all-purpose balance-sheet for setting forth
the financial condition of a concern as of a specific date. Thus,
in obtaining a solution of the problem up for consideration, the
age-worn idea of our forefathers still holds good—one and only
one balance-sheet is to be used.
Since only one balance-sheet is to be prepared, this to answer
for all purposes, it is requisite that the suggestions offered for
recognizing appreciation be acceptable for proper reflection
therein.
Use of entries or balance-sheet footnotes. After it has been
decided that appreciation of properties should be recognized when
a balance-sheet is prepared for a business enterprise—no dis
tinction being made between non-depreciating and depreciating
properties; and after it has been agreed that not more than one
balance-sheet should be prepared for the same concern as of the
same date, it seems necessary, next, to decide upon the method
to be adopted by means of which appreciation may be adequately
recognized:
1. Are balance-sheet footnotes sufficient? or
2. Is it better to accord recognition through entries upon the
428
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books of account so that eventually, in regular course,
these may find adequate expression upon the face of the
balance-sheet?
It is not believed that a balance-sheet footnote referring to
appreciation of properties is sufficient. This method of recog
nition is better than not recognizing appreciation at all, but it
does not go far enough. The mechanism of double-entry is so
elastic and all-inclusive that it is difficult to conceive of a set of
facts of a financial nature that can not aptly be set forth in terms
of interpretative debits and credits.
It is vitally important to know the cost of reproducing the
essential plant or equipment which is wearing out all the time
and must be replaced. If the replacement period is in the offing,
it is of immense value in relation to profits for the management
to know just wherein the depreciation allowance to date is ade
quate or inadequate in relation to reproduction costs. Anything
of such marked importance is worthy of being given expres
sion in the books of account where it becomes a matter of
record, especially since such expression may be readily made.
Recapitulation. The comments thus far made have attempted
to clear the way for those which follow, the latter indicating what
is believed to be a satisfactory and acceptable method for treating
appreciation. The points thus far made are three in number:
1. Appreciation of properties should be recognized when
preparing a balance-sheet;
2. Only one balance-sheet should be prepared for the same
concern as of a specified date;
3. Appreciation of properties should be accorded the dignity
of recognition through regular entries upon the books of
account.
Part II
THE SOLUTION

General principles of valuation. These are two in number; the
accountant always must keep them in mind as he studies the
problem of asset valuation:
1. The expenditure or actual investment in any asset;
2. No increase, which results in the anticipation of profits not
yet realized, can be allowed. (Eggleston, D. C., in
LaSalle Course in Principles of Accounting Practice,
lecture 2, page 1. Chicago, 1923.)
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These principles granted, the point next to be settled is,
seemingly, how to recognize appreciation through providing a
set of accounts and entries and at the same time keep the
necessary increase (the resultant credit) from affecting either
the profit result or the surplus account.
This point, however, has nothing to do fundamentally with a
situation where values are re-established for purposes of sale,
merger or reorganization, inasmuch as in such cases there is no
objection to crediting the increase in value to surplus, for the
reason that it is to be realized. Nevertheless, in developing a
procedure applicable to ordinary situations, it seems desirable
to hit upon a scheme which may be applied to all cases.
Danger in crediting surplus account. It is assumed, therefore,
that an appraisal has been made by competent persons to bring
book values into accord with cost of reproduction of properties.
The next question is, why shall not the excess of the appraisal
value over the book value be credited to surplus, as frequently
is done?
It has been intimated (Walton, S., in Advanced Accounting
Course, lecture 22, pages 10-11, paragraph 21. Chicago, 1919)
that even here a differentiation may be made because in certain
circumstances such a credit will do no great harm: “When a
corporation has accumulated a large surplus and has invested
the greater portion of it in fixed assets, when there is no ulterior
motive and when values can reasonably be expected to be per
manent, no great harm would be done.”
However, it does not seem to be within the province of an
accountant to determine first whether or not an ulterior motive
is present before he decides upon how appreciation shall be
handled. To do this places him in the chance-taking class
again, which is something that the ethical practitioner never
should consider seriously. It is his task to keep both feet
upon solid ground when preparing a balance-sheet and to avoid
becoming a speculator. Therefore, such a differentiation may
well be forgotten in favor of a general approach—it is better
to credit such entries in some other way which would indicate
clearly that such increase arose out of an appraisal valuation.
Practically all textbooks and published courses in accounting
written by accountants certified in some authentic legal manner
indicate no method other than to credit such entries to an account
which would show clearly that “the surplus arose out of an ap
430
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praisal valuation, such as ‘surplus—appraisal valuation,’” and
they insist that all legitimate objects then would be accom
plished. Here again it is believed that the thought given to
the matter has not gone far enough. To credit such an amount
to an account carrying in its caption the word “surplus,” which
is part of the balance-sheet proper, is courting danger:
“When the practice first started of writing up the value of fixed assets
accountants were almost unanimous in aggregating the offset to excess
value in an account called ‘surplus arising from revaluation.’ Then
came no-par stock, stated capital, paid-in, initial and capital surplus
complications, coupled with formidable legal opinions that accountants
should mind their own business and not use such terms as earned surplus.
“Due largely to pressure from lawyers came the merger of carefully
worded special surplus accounts into one surplus account. And of course
when you have one surplus account it is all available for dividends!”
(Montgomery, R. H., Accountants' Limitations, The Journal of
Accountancy, October, 1927, pages 258-259.)

Thus, the use of an account containing the word “surplus” is
taboo for such purposes, at least if such account is to be placed in
the regular portion of the usual balance-sheet.
Danger in charging related asset accounts. Reference once more
to textbooks and courses which attempt to point out what is
believed to be standard practice as measured by the ideas utilized
in the best professional offices produces the almost uniform
suggestion that the value increment should be debited to the
asset accounts affected by such increase. If this be carried out,
then depreciation which in part consists of depreciation upon
appreciation must find its way into cost of production. Hardly
an ounce of reflection is necessary to show that such a practice
can not produce a “true” cost. Further, the result is not ac
ceptable to the department of internal revenue. Therefore, the
method developed to take care of appreciation in the accounts
should eliminate objections such as these.
Illustrative problem. The underbrush being cleared away to ob
serve more clearly the picture whose outlines an attempt has been
made to describe, it is perhaps better to present the picture itself
and leave further discussion to those who may find an oppor
tunity and an inclination to view it. The problem follows:
Problem
The Syracuse Company was purchased as of January 1, 1927,
when the books of account reflected audited figures as follows:
Cash........................................................................................
Sundry current assets...........................................................
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Dr.
$20,000
180,000

Cr.
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Dr.
Fixed assets............................................................................
Current liabilities..................................................................
Fixed liabilities......................................................................
Reserve for depreciation......................................................
Capital stock.........................................................................
Surplus....................................................................................

$350,000

Cr.
$175,000
25,000
100,000
200,000
50,000

$550,000 $550,000

An appraisal of the fixed assets had been made by competent
parties, as of December 31, 1926, the report thereon showing the
following facts:
Reproduction cost (new) ....
Depreciation to date..............

$675,000
130,000

Sound value.............................

$545,000

Operations were carried on during 1927. The adjusted trial
balance (depreciation not considered) as of December 31, 1927,
produced the following:
Dr.
Cash........................................................................................
Sundry current assets...........................................................
Fixed assets............................................................................
Cost of sales...........................................................................
Selling and general expenses...............................................
Financial expenses.................................................................
Current liabilities..................................................................
Fixed liabilities......................................................................
Reserve for depreciation......................................................
Capital stock..........................................................
Surplus....................................................................................
Sales...................................................................................
Financial income...................................................................

Cr.

$50,000
115,000
350,000
125,000
20,000
4,000

$30,000
25,000
100,000
200,000
50,000
257,000
2,000
$664,000 $664,000

As of December 31,1927, the report on the continuous appraisal
service, which had been undertaken during the year with relation
to the fixed assets, reflected the following:
Reproduction cost (new).........
Depreciation to date................

$775,000
248,500

Sound value................................. $526,500

It is proposed to incorporate these appraisal values in the books
of account and statements so that these may reflect current value
as well as depreciated original cost value. However, it is de
sired to have this work done in such a manner that unrealized
profit from appreciation shall not inflate the surplus; that the
net profit as compiled in the usual manner may be shown, and
that proper provision for replacement of fixed assets may be
432
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provided for at reproduction cost as of the time when they shall
have been worn out.
Based upon the above, prepare the various entries, profit-andloss account and statements deemed requisite satisfactorily to
show conditions and results without misleading anyone.
Depreciation is to be considered as being 10%, straight-line
method. A 4% dividend has been declared.
Problem solution. Before passing to the entries and the
statements predicated upon the problem offered above, it is in
cumbent upon the writer to make acknowledgment of the source
of the idea from whence this method of solution was taken—
Baldwin, H. G., Accounting for Value as well as Original Cost, pub
lished by The American Appraisal Company, Milwaukee, 1927.
A study of the solution recommended in this article and a
comparison thereof with the material in the publication named,
pages 67-76, show that although the general presentation is
similar in both instances, a marked difference occurs in the
treatment of depreciation and in the expression of appreciation
in the books and statements. Mr. Baldwin takes up depreciation
in production cost (depreciation on appreciation), whereas the
problem solution does not do so; he merges appreciation in the
asset accounts affected, but this is not done in the problem
solution; the two solutions disagree in the treatment of profit
and in the reflection of appreciation in the statements.
The results which it is believed this method of treatment
emphasizes are:
1. Appreciation of properties is recognized without disturbing
the principle of cost; the principle of cost can not be
ignored as a practical proposition although numerous
writings are ephemeral enough to attempt to do so;
2. Appreciation is taken up in a series of entries which in no
way disturb whatever entries may be made as in the past;
therefore, this article is not exactly revolutionary in spirit;
3. The new accounts made necessary by the new series of
entries are few in number and are readily understood;
4. The profit-and-loss statement and the balance-sheet may be
prepared exactly as in the past, each being elaborated a
trifle only at the lower end;
5. Interpretation of statements as developed at present need
not in any way be replaced by a scheme completely new;
6. Accountants are in no danger of courting disaster by
recognizing appreciation in this manner;
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7. The scheme applies with equal force to a going concern, to
one in prospect of sale and to one which is to be merged
with another or is to be reorganized.
Journal entry to adjust books to the appraisal made as of
December 31, 1926
Appreciation in fixed-assets value......................... $325,000.00
To—Unrealized appreciation....................................................... $295,000.00
Appraisal depreciation adjustment...................................
30,000.00
Comment:
1. The above debit is placed in a separate account rather than being merged
in the regular asset account. Thus, the cost basis always is displayed
on the ledger without confusion:
Reproduction cost (new)..................................................... $675,000.00
Less: Fixed assets (original cost).......................................
350,000.00
Balance to be adjusted........................................................

$325,000.00

2. The first credit represents what may be viewed as net appreciation:
Sound value.................................................................
$545,000.00
Less: Fixed assets at original cost less depreciation
thereon...........................................................................
250,000.00
Balance..................................................................................

$295,000.00

3. The second credit represents the difference in depreciation:
Depreciation on reproduction cost..........................
$130,000.00
Less: Depreciation on original cost...................................
100,000.00

Balance..................................................................................

$30,000.00

Exhibit "A”
The Syracuse Company

Balance-sheet, January 1, 1927
Assets

Current assets:
Cash............................................................................................
Sundry assets.................................................................................

$20,000.00
180,000.00

Total current assets..................................................................

$200,000.00

Fixed assets:
Cost of properties................................................
Less: Depreciation reserve.................................

$350,000.00
100,000.00

250,000.00
$450,000.00

Appreciation in fixed-assets value..................................................

$325,000.00
$325,000.00
$775,000.00
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Liabilities and net worth
Current liabilities.......................................... ..................................
Fixed liabilities.............................................. ..................................

Total liabilities...................................... ..................................
Net worth:
$200,000.00
Capital stock............................................. ........
50,000.00
Surplus........................................................ ........

$175,000.00
25,000.00

$200,000.00
250,000.00
$450,000.00

Unrealized appreciation.............................. ..................................
Appraisal depreciation adjustment............ ..................................

$295,000.00
30,000.00
$325,000.00

$775,000.00

Comment:
1. The account form of balance-sheet is used in preference to the report or
running form, the better to secure a sectional balancing.
2. The balance-sheet is separated into two divisions, similar to the set-up of
the double form of balance-sheet:
(a) Regular elements. A possible exception is noticed in the
balance-sheet of December 31, 1927 (page 439);
(b) Appraisal factors.

Journal entries to adjust depreciation for year ended
December 31, 1927
(1)
Depreciation expense..............................................
To—Reserve (allowance) for depreciation.. . .
To book depreciation for year 1927 in
regular manner, being 10% on a
cost of $350,000.
(2)
Unrealized appreciation returned........................
To—Appraisal depreciation adjustment..........
10% on reproduction cost $67,500.00
Less: 10% on original
cost...............................
35,000.00

Balance............................

$35,000.00

$35,000.00

$32,500.00
$32,500.00

$32,500.00

(3)
Unrealized appreciation.........................................
$32,500.00
To—Reserve for unrealized appreciation
returned........................................................
$32,500.00
The debit portion of this entry reflects
the appreciation resulting through
an exhaustion of assets to that ex
tent during the year 1927. Since
the depreciation on appreciated
value has been taken up in the ac
counts (not, however, as a production
cost, but in determining actual net
income) and has presumably been
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recovered through sales price, it has,
through use, been earned.
The credit portion of this entry is kept
separate from surplus so that a divi
dend declaration will not be predi
cated thereon. It represents a
return to the company of a value
equivalent of property measuring
the hold back as against the time
when an exhaustion of property
occurs; then it should measure avail
able resources to be used for such
replacement.

Closing entries for year ended December 31, 1927

(1)
Sales..........................................................................
To—Profit and loss—gross-profit section ....
(2)
Profit and loss—gross-profit section...................
To—Cost of sales................................................
(3)
Profit and loss—gross-profit section...................
To—Profit and loss—net-operating-profit
section......................................................
To transfer gross profit on sales to a
separate section.

(4)
Profit and loss—net-operating-profit section . ..
To—Selling and general expenses....................
Depreciation expense............................
In a manufacturing concern the de
preciation expense would be closed
into production cost.

(5)
Profit and loss—net-operating-profit section . . .
To—Profit and loss—net-profit-for-period
section.................................
To transfer net profit from operations
(cost basis) to a separate section.
(6)
Financial income.....................................................
Profit and loss—net-profit-for-period section. . .
To—Financial expenses.................................
(7)
Profit and loss—net-profit-for-period section. . .
To—Profit and loss—appreciation section . ..
To transfer net profit for year to a
separate section (cost basis)
(8)
Profit and loss—appreciation section.................
To—Unrealized appreciation returned.........
(9)
Profit and loss—appreciation section.................
To—Undivided profits.......................................
To transfer net profit for the year (cur
rent-value basis) to a separate ac-
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$257,000.00
$125,000.00

$257,000.00

$125,000.00

$132,000.00
$132,000.00

$55,000.00

$20,000.00
35,000.00

$77,000.00
$77,000.00

$2,000.00
2,000.00
$4,000.00
$75,000.00
$75,000.00

$32,500.00

$42,500.00

$32,500.00
$42,500.00
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count where it may be scrutinized
with the idea of a possible dividend
declaration.

(10)
Undivided profits....................................................
To—Dividend payable, No. —........................
(11)
Undivided profits....................................................
To—Surplus.........................................................
To close.

$8,000.00
$8,000.00
$34,500.00
$34,500.00

PROFIT-AND-LOSS ACCOUNT

Gross-profit section
Cost of sales (2)............ $125,000.00
$257,000.00
Balance, gross profit,
to net-operating-profit
section (3)............... 132,000.00

$257,000,00

$257,000,00

Net-operating-profit section
Selling and general ex
$20,000.00
$132,000.00
penses (4)...............
Depreciation expense... 35,000.00
Balance, net profit from
operations, to netprofit-for-period sec
77,000.00
tion (5)...................

$132,000.00

Financial expense..........
Balance, net profit for
year (cost basis) to
appreciation section

Sales (1)

Gross profit,
down (3)

$132,000.00

Net-profit-for-period section
Net profit from opera
$4,000.00
tions, down (5)
$77,000.00
2,000.00 Financial income (6)
75,000.00

$79,000.00

$79,000.00

Appreciation section
Unrealized appreciation
returned (8)............... $32,500.00
$75,000.00
Balance, net profit for
year (current-value
basis), to undivided
profits (9)...................
42,500.00

Net profit for year
(cost basis),
down (7)

$75,000.00

$75,000.00

Undivided profits
Dividend payable No. —
(10).............................
Balance, to surplus (11)

$8,000.00
34,500.00

$42,500.00

$42,500.00

$42,500.00
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Journal entry to adjust books to the appraisal service given as of
December 31, 1927
Appreciation in fixed-assets value........................ $100,000.00
$49,000.00
To—Unrealized appreciation.. . .....................
Appraisal depreciation adjustment... .
51,000.00
Comment:
1. The above debit represents:
Reproduction cost (new) 12/31/27. $775,000.00
Less: Reproduction cost (new)
12/31/26.........................................
675,000.00
Difference, increase in 1927..........................

$100,000.00

2. The first credit may be explained thus:
Always the difference between depreciated original cost
and sound value:
Sound value now is...................................
Depreciated original cost is:
Original cost.......................................
$350,000.00
Less: Depreciation on last balancesheet................................................. $100,000.00

$526,500.00

$250,000.00

Less: Depreciation charged off this
year, 1927 ......................................

35,000.00

Depreciated original cost......................

215,000.00

Difference....................................................

$311,500.00

This is the unrealized (unearned) appreciation as of December 31, 1927.
On the last balance-sheet, the amount of this item was $295,000, and
of this amount during 1927, $32,500 has been redeemed. This $32,500
has been taken out of the account (a debit entry), leaving therein a
balance of $262,500 ($295,000 less $32,500).
At the present moment, the sum of appreciated values, as per appraisal
is $311,500. Hence, the account of unrealized appreciation must be
increased by a credit for the difference between $311,500 (as above) and
this $262,500, or $49,000.

3. The second credit may be explained thus: The account as used always
should reflect the difference between depreciation calculated on the
basis of original cost, and depreciation encountered in terms of the
appraisal service; as of December 31, 1927, for example:
Depreciation on reproduction cost..............
$248,500.00
Depreciation on original cost ($100,000 plus
$35,000)...................................................
135,000.00

Difference............................................................
This amount represents accumulated depreciation, as
yet unrealized, in excess of the depreciation on original
cost, incurred to date in accord with appraisal.
Reference to the last balance-sheet discloses that "this type
of depreciation was stated thereon as $30,000. Then
during 1927, this has been increased (by a credit) with
$32,500, the total now being $62,500. However, in ac
cord with the present and latest appraisal service, this
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$113,500.00
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should be $113,500.
subtracting

Hence, it is necessary to adjust by

$62,500.00
and difference credited to account named.......................

$51,000.00

Exhibit "A”
The Syracuse Company

Balance-sheet, December 31, 1927
Assets
Current assets:
Cash..................................................................................................
Sundry assets..................................................................................

$50,000.00
115,000.00

Total current assets..................................................................... $165,000.00
Fixed assets:
Cost of properties................................................... $350,000.00
Less: Depreciation reserve.....................................
135,000.00 215,000.00
$380,000.00

Unrealized appreciation returned, brought down...........................
Appreciation in fixed-assets value...................................................

$32,500.00
425,000.00
$457,500.00
$837,500.00

Liabilities and net worth
Current liabilities:
Sundry liabilities.............................................................................
Dividend payable............................................................................

$30,000.00
8,000.00

Total current liabilities...............................................................

$38,000.00

Fixed liabilities....................................................................................

25,000.00

Total liabilities............................................................................
Net worth:
Capital stock....................................................... $200,000.00
Surplus:
Balance,January 1, 1927.......... $50,000.00
Undivided profit (exhibit B)........
34,500.00
84,500.00

$63,000.00

Balance, unrealized appreciation returned......................................

284,500.00

$347,500.00
32,500.00

$380,000.00
Unrealized appreciation..................................................................... $311,500.00
Appraisal depreciation adjustment................................................... 113,500.00
Reserve for unrealized appreciation returned.................................
32,500.00

$457,500.00
$837,500.00
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Exhibit “B”
The Syracuse Company

Statement of profit and loss, year ended December 31, 1927
Sales....................................................................................................... $257,000.00
Deduct: Cost of sales........................................................................
125,000.00
Gross profit on sales........................................................................... $132,000.00
Deduct:
Operation expenses:
Selling and general expenses.................................
$20,000.00
Depreciation of fixed properties...........................
35,000.00
55,000.00

Net profit from operations.................................................................
Deduct:
Net financial expenses:
Financial expenses..............................................
$4,000.00
Less: Financial income...........................................
2,000.00

$77,000.00

Net profit for the year (cost basis).................................................
Deduct: Unrealized appreciation of fixed properties returned...

$75,000.00
32,500.00

2,000.00

Undivided profits for the year, net profit for the year (value
basis) (exhibit A)........................................................................ $42,500.00
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